ST 00-0110-G L 06/28/ 2000 TELECOMMUNI CATI ONS EXCI SE TAX

The Tel ecommuni cations Excise Tax is inmposed upon the act or privilege of
originating or receiving intrastate or interstate telecomunications in
Illinois at the rate of 7% of the gross charges for such tel ecomunications
purchased at retail fromretailers. See 86 IIl. Adm Code 495. (This is a
GlL).

June 28, 2000

Dear XXXxX:

This letter is in response to your letter dated March 24, 2000. The nature
of your letter and the information you have provided require that we respond wth
a General Information Letter, which is designed to provide general information
is not a statenent of Department policy and is not binding on the Departnent
See 2 11l. Adm Code 1200.120(b) and (c), which can be found on the Departnent’s
website at http://ww. revenue.state.il.us/legalinformation/regs/part1200.

In your letter, you have stated and nmade inquiry as follows:

Qur client (CLIENT), a foreign corporation whose |egal and comerci al

domcile is not l|ocated within the state of Illinois, is in the
business of providing digital subscriber line (‘DSL’) services to
busi ness and residential custonmers to access the Internet, and vari ous
optional services described bel ow CLIENT will be providing these
services in your state and would like to ensure that it is in
conpliance with your state’'s tax requirenents. Since these services

are part of a newy evolving industry, and in light of the federa
moratorium on Internet taxation, we are looking to your agency for
gui dance by requesting a witten ruling from the Departnment as to the
taxation of our client and their services in your state, including al
potentially applicable taxes your state inposes such as sal es and use,
t el ecommuni cati ons, exci se and/or other state taxes.

IIlinois custoners (‘Custoners’) wll be able to subscribe to DSL
Internet access and other services by signing up with CLI ENT under one
of three service plans offered. (Qbtaining DSL services requires that
Custoners have DSL cable and equi prent hooked up to their conputers.
Since Custoners generally have only the conputer, CLIENT sells the
equi pnrent and cable installation to Custonmers at separately stated
prices.

Custoner Service Plans Busi ness and residential Custoners have the
opportunity to subscribe to one of the followng three types of
servi ce pl ans:

1. Mont h-t o- Mont h: Custonmers wll be charged by CLIENT for
installation and for equipnent and will be charged a nonthly fee for
service after the equipnent is install ed.
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2. One Year: Custoners who sign up for one year of service receive
free installation of the equipment, but will be charged by CLIENT for
equi pnent . The Custoner invoice from CLIENT will actually show a
charge for installation, but a pronotional credit in the sane anount
will be on the invoice to offset that charge.

3. Two Years: Custoners who sign up for two years of service
receive free installation and equipnent. The Customer invoice from
CLIENT will show a charge for installation and a charge for equi pnent,
but will show a pronotional credit in the anount the installation.
Custoners apply for a rebate equal to the equipnent charge directly
from CLIENT's underlying service provider. The net effect to the

custoner is free installation and equi pnent.

Equi prent and Installation CLIENT will nrmake a separate charge to
Custoners for equipnment and for installation, but either equipment
and/or installation may be offset as described above. CLIENT will not

enpl oy any installers nor maintain any inventory in the State.

CLIENT will purchase equipnment, cable and installation services from
the Carriers from whom it purchases bul k Internet service. Carriers
typically charge CLIENT separately for equipnent and for installation
services which include the necessary cable, but sone carriers may
provide these to CLIENT for free under the terns of their agreemnents.
Carriers that charge CLIENT for equipnent and installation typically
credit a pronotional allowance to CLIENT's account. This allowance is
typically sufficient to offset the equipnment and/or cable and
installation charges, although it may be identified as an advertising
al | owance. Al l Carriers are independent contractor to CLIENT,
according to agreenents between them no agency rel ationships exist.

Physical Presence Currently, CLIENT does not mmintain personnel or
inventory within the State. However, CLIENT may own or |ease one or
nmore routers within the State. A router is a piece of equipnent
needed to provide DSL service to Custoners in a given city. Each
router is valued at between $30, 000 and $50, 000.

CLI ENT’ s Custoner Services

CLIENT plans to provide to Custoners in your state the services
descri bed bel ow

I nternet Access & Services

Internet Access. The base nonthly access charge may be $40 to $50 for
residential custoners and $100 to $300 for business custoners.

Equi prent and Installation. These are one-tinme, optional separate
charges, as described above.
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Wb Hosti ng. A nonthly charge to Custoners for additional web page
space. This would not be web building, this would nerely be providing
addi ti onal web page space for Custoners to build their own sites.

Access to Software. Custoners can use applications software while on-
line and are charged a usage fee based on length of tinme used.
Software is not down-|oadabl e for stand-al one use.

Access to Ganes. Custoners can access various ganmes while on-line and
are charged a usage fee based on length of tinme used. Ganme software
i s not down-|oadable for stand-al one use.

Stream ng Video. Vi ewabl e and down-| oadabl e videos and video clips.
Those of an advertising nature are free to viewers, but CLIENT
receives a fee fromthe adverti sers. Those of an entertainnent nature
are accessible by custonmers for a fee (pay-per-view).

Stream ng Audi o. Down-| oadabl e nmusic for which a separate charge is
made.

I nternet Voi ce Conmuni cati on Services

Vi deo Conferencing. Custoners would be charged based on length of use
for the transm ssion of voice and inmages over the Internet between two
or nore conputer sites.

Voice over DSL or IP. Custoners would be charged either a per-mnute
fee or a flat nonthly fee for the transmssion of two-way Vvoice
comuni cation over the Internet from conputer to conputer or from
computer to phone.

I nternet Rel at ed

Firewal | s. CLI ENT would sell Custoners hardware and/or software to
i nprove security over the Custoner’s conputer. If only software is
sold, it may be down-loaded by the Custonmer rather than provided in
physi cal form

CLI ENT' s Cust onmer Charges
These ot her Custoner charges may be applied by CLIENT in your state:
Late Paynent Fee — If paynment is not received by CLIENT within 5 days

from the paynment due date, the Custoner is charged 1.5% per nonth on
t he out standi ng del i nquent bal ance.

Order Cancellation Fee - Customer nmay be charged $250 if she/he
term nates service after acceptance but before activation.
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Order Processing Fee — a one-tinme deposit charged on acceptance of a
DSL order, fully applied to the Custoner’s subsequent billings or
refunded if service is not available to that Custoner.

Reconnection Fee — a charge to reactivate an account that has been
di sconnect ed due to non-paynent or breach of contract.

Termination Charges - Wwen a Custonmer ternminates service after
activation but before the end of the Initial Term she/he may be
charged one amount which is the sum of: (1) the nonthly_recurring

charge for each nonth remaining under the Initial Term and (2) an
additional termnation charge equal to the initial discount, fee
wai ver or pronotional credit previously provided.

Unpai d Check Fee and Rejected Credit Card Fee are charged to Custoners
in these situations.

Request for Ruling

Based on the information provided herein, we respectfully request that
the Departnment fully respond to these questions to aid in CLIENT s
compliance with the tax | aws of your state:

1. On which of the above described Custonmer Services and Custoner
Charges will CLIENT be required to collect and remt Illinois
sal es/use, telecommunications, excise or other taxes? Pl ease
provide the statutory authority, regulations, court cases and
other interpretations upon which you base your reply. W have
attached a matrix for your reply to this question.

2. WIIl CLIENT's purchases from third-party Carriers of Dbulk
Internet service, Custoner equipnent, and Customer installation
of cabl e be subj ect to any [I1inois sal es/ use,

t el econmuni cati ons, excise or ot her taxes, or would such
purchases by CLIENT' s be exenpt from such taxes? Please provide
the statutory authority, regulations, court cases and other
i nterpretations upon which you base your reply.

3. CLI ENT coul d purchase DSL services fromin-state carriers w thout
buying or leasing the routers used to provide such services. How
woul d your conclusions to the previous questions change if CLIENT
did not own or lease the DSL routers in your state, and otherw se
had no physical presence in your state?

4. VWhat effect does Public Law 105-277, the Internet Tax Freedom
Act, have on your conclusions? Wuld your answers be different,
but for the existence of the noratoriuminposed by that act?
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If any further information or explanation is needed in order for you
to reply to these questions, please contact nme at ####. Your pronpt
reply is greatly appreciat ed.

The Tel ecommuni cations Excise Tax is inmposed upon the act or privilege of

originating or receiving intrastate or interstate telecomunications in Illinois
at the rate of 7% of the gross charges for such tel econmunications purchased at
retail fromretailers. See 86 Ill. Adm Code 495, encl osed.

Pursuant to Section 495.100(a), "gross charge" nmeans the anount paid for the
act or privilege of originating or receiving tel ecommunications in this State and
for all services and equipnment provided in connection therewith by a retailer
valued in noney, whether paid in noney or otherwise, including cash credits,
services and property of every kind or nature, and shall be determ ned w thout
any deduction on account of the cost of such telecommunications, the cost of
mat eri al used, |abor or service cost or any other expense what soever.

Cenerally, persons that provide subscribers access to the Internet and who

do not, as part of that service, charge custonmers for the line or other
transm ssion charges which are used to obtain access to the Internet, are not
considered to be tel ecommunications retailers. See 86 Ill. Adm Code 495.100(d).

It is our general understanding that nost |Internet access providers do not,

as part of their billing, charge custonmers for such line charges, but instead,
pay to their telecomrunications providers all transm ssion costs that they incur
in providing the service. Cenerally, the custoners pay to their providers all

transm ssion costs that they incur while using the service. The single nonthly
fee charged by such retailers, which often represents a flat charge for a package
of items including Internet access, E-mmil, and electronic newsletters would
generally not be subject to the Tel ecormuni cati ons Exci se Tax.

However, please note that persons providing customers with the |Internet
access descri bed above, but who also provide custonmers the use of 1-800 service
and separately assess custoners with per mnute charges for the use of such 1-800
nunbers, are considered to be tel ecommunications retailers. Such retailers wll
i ncur Tel ecommuni cati ons Exci se Tax on charges nade for such 1-800 services. | f,
however, such Internet service providers do not separately assess custoners with
per mnute charges, but pay their own providers for all transm ssion costs for
the 1-800 service, they are not considered tel econmunications retailers.

W are unable to determne fromthe information in your l|etter whether you
are a tel ecommuni cations retailer.

In regards to nonthly service charges, please note that the term "gross
charges" is defined at 35 ILCS 630/2(a), and includes the amount paid for the act

or privilege of originating or receiving telecomunication in Illinois and for
all services and equi pnment provided in connection therewith by a retailer. See
the enclosed copy of 86 Ill. Adm Code 495.100. Access charges and nonthly

service fees are generally fully included in gross charges subject to the
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Tel ecomuni cati ons Excise Tax. Custoner equi pnment and |abor charges are also
i ncluded in gross charges subject to tax.

Effective January 1, 1998, the Tel ecommunications Minicipal Infrastructure
Mai nt enance Fee Act (Act) (35 ILCS 635/1 et seq.) provides for the inposition of
various fees upon teleconmunications retailers. Section 15 of the Act inposes a
State infrastructure maintenance fee upon telecomunications retailers, as that
termis defined in 35 ILCS 635/10, "equal to 0.5%of all gross charges charged by
the telecommunications retailer to service addresses in this State for
t el ecomruni cati ons, other than wreless teleconmunications, originating or
received in this State." (35 ILCS 635/15(b).)

Section 15 also provides for an optional infrastructure maintenance fee
whi ch telecommunications retailers may pay "with respect to the gross charges
charged by the telecommunications retailer to service addresses in a particular
municipality for telecomunications, other than wreless telecomunications,
originating or received in the nunicipality...." (35 ILCS 635/15(c).) These
fees are collected, enforced and admnistered by the Illinois Departnment of
Revenue. (35 ILCS 635/25(b).)

Section 20 of the Act provides that municipalities may inpose a nunicipal
infrastructure maintenance fee upon teleconmunications retailers. This fee is
based upon gross charges charged by the telecomunications retailers to service
addresses in the municipality for telecomunications originating or received in
the rmnunicipality. This fee is collected, enforced, and adnm nistered by the
muni ci pality inposing the fee. (35 ILCS 635/25(c).)

I[llinois municipalities are also authorized to inpose a nunicipal
tel ecormuni cations tax. (See 65 ILCS 5/8-11-17.) The tax is inposed on the act
or privilege of originating in such municipality or receiving 1in such
municipality intrastate or interstate telecommunications by a person at a rate
not to exceed 5% of the gross charges for such tel ecomrunications purchased at
retail by such person. (See 65 1LCS 5/8-11-17(a)(1) and 65 ILCS 5/8-11-
17(a)(2).) This tax may only be inposed if the municipality does not have in
effect an occupation tax inposed on persons engaged in the business of
transmtting nessages by neans of electricity as authorized by Section 8-11-2 (65

ILCS 5/8-11-2) of the Illinois Minicipal Code. The nmunicipality inposing the tax
provides for its admnistration and enforcenent, not the Illinois Departnment of
Revenue. Therefore, questions regarding this tax should be addressed to the

i ndividual nunicipalities inposing it. There is no equivalent statute for county
gover nment s.

In addition, the Energency Telephone System Act provides that "[t]he
corporate authorities of any municipality or any county nay, subject to the
limtations of subsections (c), (d), and (h), and in addition to any tax |evied
pursuant to Section 8-11-2 of the Illinois Minicipal Code, inpose a nonthly
sur char ge on billed subscri bers of net wor k connecti on provi ded by
tel ecommuni cation carriers engaged in the business of transmtting nessages by
means of electricity originating within the corporate limts of the nunicipality
or county inposing the surcharge at a rate per network connection determned in
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accordance wth subsection (c)." (See 50 ILCS 750/15.3(a) and (c).) "The
surcharge authorized by this Section shall be collected from the subscriber by
t he tel econmuni cations carrier providing the subscriber the network connection as
a separately stated itemon the subscriber's bill." (50 ILCS 750/15.3(f).) This
surcharge is paid to the nunicipality, county or Joint Emergency Tel ephone System
Boar d. (See 50 ILCS 750/15.3(g).) Questions regarding the surcharge should be
addressed to the nmunicipality or county inposing it.

Sal es of “canned” conputer software are taxable retail sales in Illinois
whet her purchased off the shelf or downl oaded over the Internet. See the
encl osed copy of 86 Ill. Adm Code 130.1935. Section 2-25 of the Retailers'

Cccupation Tax Act defines "conputer software" as "a set of statenents, data or
instructions to be used directly or indirectly in a conputer in order to bring
about a certain result in any form in which those statenents, data, or
instructions may be enbodied, transmtted, or fixed, by any nmethod nown known or
hereafter devel oped .. Consequently, sales of nusic which are downl oaded over
the conputer are subject to tax as sales of conputer software. However, if the
computer software consists of custom conputer progranms, then the sales of such
software may not be taxable retail sales. See Section 130.1935(c). In
determ ni ng whether software is “canned” or is “custom” please note that custom
computer prograns or software are prepared to the special order of the custoner.

The selection of pre-witten or canned prograns assenbled by vendors into
sof tware packages does not constitute custom software unless real and substantia

changes are nade to the prograns or creation of program interfacing |ogic. See

Section 130.1935(c)(3). Licenses of conputer software, whether canned or custom
that neet all of the criteria provided in Section 130.1935(a)(1), wll not be
subject to Retailers’ QOccupation Tax nor will the transfer of the subsequent

software updates related to that software.

When you give itenms of tangible personal property as a gift, you wll owe
Use Tax in Illinois if the gift occurred in Illinois. Retailers incur Retailers
Cccupation Tax on their gross receipts from retail sales. G oss receipts are

defined as all the consideration actually received by a seller from whatever
source, except traded-in tangible personal property. See the enclosed copy of 86

I1l. Adm Code 130.401. If sellers receive a reinbursenent or rebate from any
other source, the anount of that reinbursenment or rebate is considered part of
the gross receipts received by those sellers and is fully taxable. |If retailers

of fer discounted prices for itens and do not receive any reinbursenment or rebate
for those discounts, the |ower anounts received for those itens wuld be the
retailers' gross receipts for those sales. The retailers would incur Retailers'
Cccupation Tax on those lower anpbunts and the purchasers would pay the

corresponding Use Tax to the retailers based upon those sane anounts. See the
encl osed copies of 86 IIl. Adm Code 130.420, D scounts, and 130.2125, Trading
Stanps and Di scount Coupons. If a discount reduces the selling price to zero,
Use Tax will be owed by the retailer if nexus exists or by the purchaser if the
retail er does not have nexus with Illinois.

The following information outlines the principles of nexus. An “Illinois
Retailer” is one who either accepts purchase orders in the State of Illinois or

mai ntains an inventory in Illinois and fills Illinois orders fromthat inventory.
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The Illinois Retailer is then liable for Retailers' OQOccupation Tax on gross
receipts from sales and nust collect the corresponding Use Tax incurred by the
pur chasers. You have indicated in your letter that your client “does not store

i nventory, occupy offices, have a server, or staff enployees within” Illinois.
If your client does not accept purchase orders in Illinois or maintain an
inventory in Illinois and fill Illinois orders from that inventory, your client
is not an Illinois retailer.

A “retailer maintaining a place of business in Illinois,” as defined in 86
I1l. Adm Code 150.201(i), enclosed, is required to register with the State as an
Illinois Use Tax collector. See 86 IlIl. Adm Code 150.801, enclosed. The

Retailer nust collect and remt Use Tax to the State on behalf of the retailer’s
Illinois customers even though the retailer does not incur any Retailers’
Cccupation Tax liability. Determning whether a retailer is maintaining a place
of business in Illinois is extrenely fact specific. The Departnent cannot make
such a conplex ruling with the type of limted information that is provided in
requests for General Information Letters or Private Letter Rulings.

The United States Suprenme Court in Quill Corp. v. North Dakota, 112 S . C
1904 (1992), set forth the current guidelines for determning what nexus
requirements nust be met before a person is properly subject to a state's tax
aws. The Suprene Court has set out a 2-prong test for nexus. The first prong

is whether the Due Process Cause is satisfied. Due process will be satisfied if
the person or entity purposely avails itself or hinself of the benefits of an
econom ¢ narket in a forumstate. Quill at 1910.

The second prong of the Supreme Court's nexus test requires that, if due

process requirenents have been satisfied, the person or entity must have physical
presence in the forum state to satisfy the Cormerce O ause. A physical presence
is not limted to an office or other physical building. Under Illinois law, it
al so includes the presence of any agent or representative of the seller. The
representative need not be a sales representative. Any type of physical presence
in the State of Illinois, including the vendor’'s delivery and installation of his
product on a repetitive basis, will trigger Use Tax collection responsibilities.
Pl ease refer to Brown’'s Furniture, Inc. v. Zehnder, (1996), 171 Il1.2d 410.

The final type of retailer is the out-of-State retailer that does not have
sufficient nexus with Illinois to be required to submt to Illinois tax laws. A
retailer in this situation does not incur Retailers’ COccupation Tax on sales into
Illinois and is not required to collect Use Tax on behalf of its Illinois
cust oners. However, the retailer’s Illinois custoners will still incur Use Tax
on the purchase of the out-of-State goods and have a duty to self-assess their
Use Tax liability and remt the anount directly to the State. The Use Tax rate
is 6.25%

The purchase of equipnment that you |ease to custoners may be subject to Use

Tax. Please note that the State of Illinois taxes leases differently for
Retail ers’ Cccupation Tax and Use Tax purposes than the majority of other states.
For Illinois sales tax purposes, there are tw types of |easing situations:

condi tional sales and true | eases.
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A conditional sale is wusually characterized by a nomnal or one dollar
purchase option at the close of the |lease term Stated otherwise, if lessors are
guaranteed at the tine of the lease that the | eased property will be sold, this
transaction is considered to be a conditional sale at the outset of the
transaction, thus making all receipts subject to Retailers’ Cccupation Tax.

A true |lease generally has no buy out provision at the close of the |ease.
If a buy out provision does exist, it nust be a fair market value buy out option
in order to maintain the character of the true | ease. Lessors of tangible
personal property under true leases in Illinois are deenmed end users of the
property to be |leased. See the enclosed copy of 86 Ill. Adm Code 130.220. As
end users of tangible personal property located in Illinois, |essors owe Use Tax
on their cost price of such property. The State of Illinois inposes no tax on
rental receipts. Consequently, lessees incur no tax liability.

The above guidelines are applicable to all true |eases of tangible persona
property in Illinois except for autonobiles |eased under terns of one year or
| ess, which are subject to the Autonpbile Renting Cccupation and Use Tax found at
35 I LCS 155/1 et seq.

If you make retail sales of equipnent in Illinois, you will be responsible
for Retailers’ COccupation Tax. Please see 86 I1ll. Adm Code 130.101 and
130. 2010.

It is unclear fromyour letter which entity is installing the cable. Please
note that the installation of cable may be considered a construction contractor
situation. Please find enclosed copies of 86 Ill. Adm Code 130.1940 and
130. 2075 regarding the tax liabilities of contractors in IIllinois. The term
“construction contractors” includes general contractors, subcontractors, and
speci alized contractors such as |andscape contractors. The term *“contractor”
means any person or persons who are engaged in the occupation of entering into
and performng construction contracts for owners. In Illinois, construction
contractors are deened end users of tangible personal property purchased for
i ncorporation into real property. See Section 130.1940. As end users of such
tangi ble personal property, <contractors incur Use Tax liability for such
purchases based upon the cost price of the tangible personal property.
Ther ef ore, any tangible personal property that gener al contractors or
subcontractors purchase that will be permanently affixed to or incorporated into
real property in this State will be subject to Use Tax. If contractors did not
pay the Use Tax liability to their suppliers, they nust self-assess their Use Tax
liability and pay it directly to the Departnent.

The Internet Tax Freedom Act does not affect the inposition of the above
taxes because of the provision in that Act that exenpts state laws already in
effect on the date that the Internet Tax Freedom Act becane effective.

I hope this information is helpful. The Department of Revenue maintains a
website, which can be accessed at www. revenue.state.il . us. If you have further
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guestions related to the Illinois sales tax |aws, please contact the Departnent's
Taxpayer Information Division at (217) 782-3336.

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Mel anie A. Jarvis
Associ at e Counsel

MAJ: msk
Enc.



